Introduction
This paper presents an analysis of corrupt corporations that builds on theoretical principles developed by JK Galbraith. The inspiration for the paper is threefold. First, is the obvious presence of corrupt companies in modern economies, particularly since the 1980s. Secondly, limitations and inadequacies of the usual explanation of such corruption based on regulatory failure; an argument has been propounded by, for example, Stiglitz (2003) . A simple indicator of the inadequacy of the regulatory failure account of corruption is that millions of firms exist in the same regulatory environment, but a relatively small proportion appears corrupt. Hence, at a basic level, a complete analysis of corruption requires regulatory failure plus an analysis of the motivation of corrupt firms.
This analysis of motivation leads to the third inspiration for the paper: use and development of the framework presented by JK Galbraith to analyse the modern corporation. Corruption is a subject that can be studied from several different perspectives. We choose a Galbraith inspired framework to make the discussion meaningful within the context of firms (especially corporate entities). This framework can be used to provide the necessary analysis of corrupt motivation in a corporate setting, involving in particular the importance of a company's 'technostructure'. But the Galbraith framework requires reinterpretation to incorporate corruption. This development and reinterpretation is arguably necessary as witnessed by the opinion expressed by Galbraith, in a recent interview conducted by one of the authors (Dietrich, 2003) , that modern firms are fundamentally well run. Corrupt corporations can be viewed either as an exception to this opinion, or what is meant by 'well run' requires examination. Either possibility would seem to be an important part of a Galbraith inspired analysis.
-2-The rest of the discussion is organised as follows. In the next section basic definitions are presented. In section 3 the discussion turns to Galbraith's (1967) idea of a corporate technostructure and its significance for corrupt activity. The final substantive section presents a number of case studies that are used to provide empirical content to the essentially conceptual discussion. Finally brief conclusions are drawn.
Corrupt Corporations: basic definitions
This first main section of the paper presents basic definitions and terminology that are necessary for the discussion to be undertaken. An overwhelmingly large number of studies on corruption involve a study of the government sector, state bureaucracies and public sector procurement policies; see Rose-Ackerman (1975) for a seminal analysis of this type of analysis. Several other studies relate corruption to growth, poverty or governance aspects, especially for the case of developing countries; see, for instance, Bhagwati (1982) and Krueger (1974) . In this paper a different approach is adopted that concentrates on corrupt practices within the private firm sector.
Following Galbraith (1967) a distinction is drawn between the sphere of the economy inhabited by competitive (neoclassical-type) firms and the sphere of the economy inhabited by large corporations. This distinction between competitive and corporate spheres is important for the analysis of corruption. As will be argued below corruption in the two spheres is understood in terms of two different frameworks.
Competitive sector corruption is explicable using traditional economic categories whereas corporate corruption requires recognition of organisational complexities; and in particular those suggested by Galbraith. The difference of framework illustrates a fundamental difference between competitive and corporate sectors. Hence it is important to highlight the general differences involved.
Using casual empiricism we can suggest the competitive sector is inhabited by small and medium sized firms and the corporate sphere by large and giant firms. This is useful as an introductory statement but is inadequate for current purposes, for which a more analytical approach is required. We can understand the differences involved as being based on two factors: institutional and informational. The institutional difference between market and corporate sectors involves the definition of ownership.
We must recognise that economic conceptions of ownership as used in, for example Hart's (1995) analysis of the firm and more general traditional principal-agent approaches, are not necessarily consistent with legal conceptions. The latter define the institutional basis of the firm in reality and so are important for current discussion.
The legal conception of ownership reveals a difference between market and corporate firms. Kay (1997) points out that, according to legal principles, ownership is defined in terms of eleven characteristics: a right of possession; a right of use; a right to manage; a right to income from ownership; a right to the capital value; a right to security from expropriation; a power of sale or disposal; no time limit on ownership rights; a right of residual control; property can be used to obtain satisfaction of legal judgement against the owner; a duty to refrain from harmful use. Two important implications follow from this legal definition. First, it is clear that individual shareholders do not own companies instead they own shares. So, for example, shareholders have a right to use, manage, derive income from and dispose of shares.
But no individual shareholder has the right to use, manage, derive income from and dispose of the assets of a company. The second implication is that we cannot even -4-argue that companies are collectively owned by shareholders. This follows because shareholders, collectively or individually, have no duty to refrain from harmful use of company assets. In our context harmful use covers corrupt practices. Managers have a duty to refrain from harmful use of a company's assets, but equally this does not imply that managers own companies. In short, we can follow Kay (1997) and suggest that the ownership of publicly quoted companies is inevitably ambiguous. In terms of the distinction between markets and corporate spheres, one criterion is therefore the ambiguity of ownership. With unambiguous ownership, corrupt practices are either result of strategic intent or the result of inefficiently managed ownership rights. With ambiguous ownership the analysis is less straightforward.
In narrow economic terms, with unambiguous ownership it is possible to define the principal(s) and agents in any relationship. With ambiguous ownership the definition of principal(s) and agents is not a priori clear. This lack of clarity implies that the actual functioning of principal-agent relationships is ex-post institutionalised in actual economic processes rather than being an ex-ante determinant or guide to the structure of these processes. This complexity is recognised in formal economic theory by Douglas and Whinston (1986) when they suggest that 'common agency' may be significant. Examples of common agency fall into one of two categories: delegated or intrinsic. Delegated common agency arises when several parties voluntarily bestow the right to make certain decisions upon a single (common) agent. Intrinsic common agency arises when an individual is "naturally" endowed with the right to make a particular decision affecting other parties, who may in turn attempt to influence that decision. Both possibilities involve a number of principals who simultaneously announce incentive schemes for a common agent. In the presence of collusion institutional remedies for the resulting inefficiency are needed. In addition the -5-distribution of net rewards among the principals is, in general, indeterminate when we have common agency.
The second criterion referred to above is an informational difference between the market and corporate sectors. Assuming unambiguous ownership, with perfect information we can use standard principal-agent theory to specify optimal contracts. It follows that any corruption is the result of principal objectives rather than inefficiently managed ownership rights. But the possibility of such optimal contracting requires two key information inputs.
1 The principal must have ex-ante full knowledge of (1) the production/transformation processes being managed and (2) agents' preferences.
If we follow a Galbraith (1967) logic, ex-ante knowledge of production/ transformation processes is not possible because such knowledge is embodied in the functioning of an organisation's technostructure, a matter discussed in more detail in the next section. Knowledge of agent preferences would seem to be impossible in all circumstances except where regular day-to-day contact allows inferences to drawn based on observed behaviour. In short, in large companies optimal contracting seems infeasible because of principal ignorance.
This latter point, about shareholder ignorance, is not of course fundamentally original. Instead it invokes a traditional argument based on a divorce of ownership from control in large joint stock companies (Berle & Means, 1932) . More recently, however, the rise of institutional firm ownership has somewhat undermined a traditional shareholder ignorance argument (Nyman and Silberson, 1978; Baldwin, 1964) . In terms of corporate corruption we will see below that financial institutions seem to have been party to the corrupt practices of business firms. It follows that for current purposes, i.e. an analysis of corporate corruption, their existence must be 1 The theory of optimal contracting is discussed in any reasonable advanced microeconomics text, for example Gravelle and Rees (2004) and Kreps (1990) .
recognised. The complexities this introduces are presented, schematically, in figure 1. given the probability of less than perfect legal sanction. From a neoclassical economic perspective, risk loving behaviour is a common attribute of entrepreneurial activity.
From an Austrian economic perspective (for example Hayek, 1945; Kirzner, 1973) corrupt exploitation of information advantages is simply an example of the commercial use of subjective knowledge that underlies all entrepreneurial activity. It follows that firm corruption in the market sector can be seen as a form of entrepreneurial activity that takes on anti-social significance.
Two implications follow from this brief discussion of corruption in the competitive sector. First, the distinction between social and anti-social entrepreneurship and behaviour is of critical importance. The second implication that follows from the brief discussion of corruption in the market sector involves recognising that because of the transaction costs involved in the policing of legal sanctions (Williamson, 1985 ) strict optimal contracting is not possible because of the costs of search, negotiation and policing of agreements; i.e.
less than complete contracting is rational. From a policy perspective, an appropriate response might therefore rely on 'market', non-state or ex-post private litigation solutions. Market and non-state solutions involve greater provision of information that undermines the basis of corrupt activity. For instance, the media can play an important role in information provision as can market testing and state agencies. Any such policies will not, of course, eliminate corruption but will remove its long-run rationale. Given the relatively small size of any one corrupt market sector firm the social costs involved might appear small and a necessary cost of market functioning.
But the social significance of corporate corruption cannot be viewed as a necessary, but undesirable cost of market functioning. As Galbraith (1967) has emphasised, the corporate sector is based not only on standard monopoly power of the firms involved but also on the management and commercial use of scientific information. Given these bases to large firm corporate activity it is by no means obvious how simple information provision can remove the information asymmetry upon which corruption relies. In addition, given the legal and other resources that the corporate sector can exploit, but are not available to many private individuals, it is by no means obvious how ex-post private litigation can be expected to work anything other than highly imperfectly. In short, corporate corruption can be expected to have a profound impact on economic activity rather than being an undesirable but necessary adjunct of market functioning. Hence an understanding of the topic in its own right would seem to be important. This senior arbitration role is similar to that suggested by behavioural theorists, for example Cyert and March (1963) and March and Simon (1958) , a tradition that Galbraith (1967) uses. But for reasons briefly set out in Dietrich (1994) this behavioural basis to the firm is not used here to analyse corrupt corporations because it lacks a strategic dimension.
being arbitrators to being dominant stakeholders organisational objectives become skewed. Corruption results when this skewing takes on anti-social significance. It may, of course, be argued that over-riding socially accepted stakeholders is itself antisocial, in which case all skewing of objectives involves corruption.
In practice it would appear that a skewing of objectives requires a formal or informal alliance between senior management and other powerful stakeholders, e.g.
financial institutions and auditors. Two comments would seem to be pertinent in this regard. First, such alliances take on greater significance when financial and auditing services are provided by organisations that are themselves in the corporate sector. In these circumstances financial and accounting companies may skew objectives. That this has been indeed the case is indicated in the case studies reported later. The second comment concerns the earlier discussion of stakeholder, and in particular shareholder, ignorance. In Anglo-Saxon type economies auditing is a core way in which ex-post information provision is institutionalised. It follows that corruption of the auditing process is a necessary basis for wider corporate corruption; hence the significance of accounting companies being in the corporate sector. In Japanese and European based economies the auditing function is complemented by a greater direct but private managerial, rather than arms-length, role for the banking system. In principle this would seem to increase the possibility of corrupt practices emerging, if the objectives of the banking system are skewed, because of the tighter and longer term alliances between companies and financial institutions. category. This can be thought of as either a transitional category during periods of radical organisational and technological change or alternatively as the space inhabited by market sector firms that are small scale and dominated by individuals. It might be argued that the definition of corruption offered here is rather extreme, in which case it is appropriate to identify two types of corrupt corporations. First are those companies in which corruption is endemic or core to organisational activity and secondly are those companies in which corruption is marginal or non-core to organisational activity. These sub-types can be called fundamentally corrupt and anti-social corporations respectively. With fundamentally corrupt companies, removal of the corrupt activity, by reorienting objectives to reflect non-senior strategist stakeholders, implies that the organisation would become effectively non-viable. This would seem to be the case with companies such as Enron and Parmalat. With anti-social corporations, reorientation of the objectives results in reduced profitability but organisational viability is not fundamentally undermined. This would be the case with successful anti-monopoly or cartel activity. Perhaps more topically we can also cite the recent case of Shell that overestimated oil stocks because of the financial advantages that were derived. This paper is primarily interested in fundamentally corrupt corporations, although other organisational types may be introduced for illustrative purposes.
Corruption and the Corporate Technostructure
Central to Galbraith's (1967) analysis of the business corporation is his idea of a technostructure that controls corporate activity. In this section the functioning of the technostructure will be linked to corrupt business practices. In his New Industrial [ Galbraith (1967) , p85]
The importance of this technostructure has not been undermined by the 'new economy'. For example, Galbraith (2001, p55) claims that although the argument presented above was developed "before the computer revolution... the essence of [the argument], the bearing of technology on modern industrial structure, is still stoutly valid". In more detail he made the same point in a recent interview (Dietrich 2003) Now the modern corporation has taken over the basic industrial structure and on the whole it is economically competent. It does the economic task well… On the whole the old fashioned capitalist power had a wide range of damaging features. And the most serious was its inability when it came to technical innovation and productive competence. The modern corporation owes much of its power, much of its authority, and much of its acceptance to the fact that it does its job very well. There is no complaint. On the other hand that gives it a licence to reward its management very wonderfully. In fact it has moved power to the managerial complex and has left the owners in a more or less To develop this argument in more detail we use non-Galbraith writing to understand the importance of power seeking and identification. We can recast Galbraith's analysis and suggest that non-financial motivation is necessary to generate organisational coherence in a context of non-centralised decision making, with such decision making being necessary because of the complexity of organisational tasks.
The alternative is that centralised decision making, based on financial motivation, can be used to generate coherence with resulting corrupt business practices that may be 'merely' anti-social or fundamentally corrupt.
Dealing initially with power seeking, the issue here involves Sen's (1970 Sen's ( , 1983 paradox, similar to Arrow's (1963) To facilitate discussion we present a firm-based example of Sen's paradox, inspired by Miller (1992) . A company has three groups of experts: financial specialists, marketing specialists and production managers. Each group has a characteristic time horizon for decisions based on the nature of their specialist task. We can now derive Sen's well-known paradox. In any organisation with minimal delegation and unrestricted preferences there is always some combination of -17-individual preferences that lead to either intransitivity or inefficiency in group choice.
The intransitivity is clear from the circularity in the above company rankings i.e. consistent and logical organisational decision making is not possible. Inefficiency is given a Pareto interpretation. Decisions can be rendered consistent by assuming some sort of dominance in the decision process. With financial dominance N > M is overridden in which case M is chosen. Marketing dominance involves M > P being overridden, in which case P is adopted. Production dominance involves P > N being vetoed resulting in N as the strategy. But any of these vetoes implies company decision making is not Pareto efficient.
We can now see the way in which technostructure functioning facilitates the management of the potential conflict between decentralised decision making and firm activity and why it is necessary for organisational coherence in a context of noncentralised decision making. The technostructure allows manageable decision making by controlling at least one of the factors that generate the Sen paradox i.e. there must be (a) constrained delegation; and/or (b) preference restriction; and/or (c) Pareto inefficient practices. In terms of technostructure activity we can see two general ways in which such coherence can be developed. First, specialists within an organisation can act politically, i.e. undertake power seeking behaviour, with the objective of controlling the 'corporate agenda' hence their objectives come to dominate corporate activity, i.e. this controlling group become the central strategists. In the above example N > M, M > P or P > N is over-ridden depending on who controls the agenda. Secondly, central strategists can impose an external coherence not based on the specific tasks of organisational actors, with corrupt consequences. In terms of the above example, and with corruption involving a skewing of objectives towards financial gain, external coherence involves imposing N > M.
The conclusion that organisational coherence can be developed in these two general, but mutually exclusive, ways is consistent with the more formal analysis presented by Itoh (1991) . Technostructure functioning can be viewed in terms of team activity because the shared knowledge of specialists produces an interdependent knowledge base unique to each organisation (Dietrich, 1993) . In this team situation Itoh examines possible incentive schemes; either interdependent schemes or individual based schemes. The key result, for current purposes is the nonconvexity of the optimal task structure where the principal either wants a specialised structure or substantial teamwork in which agents have full information about each other's actions. A specialised structure is equivalent to an external imposition of team coherence whereas the development of teamwork is equivalent to a more decentralised development of coherence.
The discussion can now move on from power seeking to the importance of identification for motivation within a technostructure. In this regard the work of Roberts (1996, 1999) on the economics of professional behaviour is relevant. In these works it is argued that professional organisation gains a comparative advantage when a principal is ignorant about the transformation processes undertaken by an agent. The relevance of this ignorance for the corporate sector and technostructure functioning is clear from earlier discussion. As discussed above, the result of this ignorance is that arms-length contracting is an ineffective means of controlling economic activity. This comparative effectiveness of professional organisation requires the development of a professional ethic that provides a signal that a principal can trust. But equally professional organisation involves an inevitable institutionalisation of monopoly power to the advantage of the professional. Another factor that fuelled these excesses was the practice of awarding extravagant rewards to top corporate executives with the company boards condoning such rewards. This was largely possible through share options. Share options were given generously in the 1990s in the hope that they would align managers' interests with those of shareholders, but in many cases share options motivated the unscrupulous to massage their company's figures and to persuade their auditors to go along with them. In the case of Enron, Andersen did not need much persuading.
Partners who objected were moved to other clients. Finally, insiders exercised their share options before accounting deceits were revealed and before share prices collapsed, often netting large windfall gains in the process. Deficiencies in financial statement disclosure and corporate corruption were serious problems long before the Enron debacle. In most countries surveyed, the lack of disclosure of information by companies was a bigger issue than either corrupt business practices or a lack of effective accounting guidelines. Only for the case of the UK, more CFOs (chief financial officers) considered the lack of effective accounting guidelines to be an issue of more concern than lack of disclosure. In developing countries, as could be expected, CFOs regarded corruption to be the more important problem, as compared to disclosure issues and issues relating to accounting guidelines. Barth et al (2003) also contend that the lines between law and accounting are becoming very blurred. In their view, inadequate training in accounting theory and practices on the part of lawyers resulted in a diminishing competence on the part of lawyers to understand and effectively monitor the firms whose operations were being analysed.
In the United States, the Enron case led to the enactment of the SarbanesOxley Act of 2002, which attempts to increase the transparency of corporate financial statements, reform the oversight of accounting and aims at helping to restore investor confidence. Barth et al (2003) Financial markets wondered why the redemption was a problem for a group with more than euro 4 billion of reported cash and short-term assets. Investors panicked when Parmalat admitted that it had been unable to secure the release of almost 500 million euros trapped in a mutual fund in the Cayman Islands. Within days, Parmalat's banks forced out Calisto Tanzi who was the group's chairman and chief executive, and appointed Enrico Bondi in his place, effectively as a troubleshooter.
Enrico Bondi quickly discovered a huge and long-running deception, which became the subject of a full scale judicial inquiry. There were two main allegations: first, that the family-owned group falsified its accounts to conceal its losses and secondly, that up to euros 800 million were embezzled, chiefly by Calisto Tanzi. Faced with implosion at Parmalat, the Italian government passed an emergency law introducing American Chapter 11 style bankruptcy protection in order to salvage parts of the Parmalat group's business which were still viable going concerns. This case did not prove to be a uniquely Italian affair. The investigation has spread to the Netherlands, America and Brazil, and it encompasses questionable behaviour on the part of international investors, credit-rating agencies, banks and auditors, prompting the media to dub the Parmalat case as being Europe's Enron. Quite like Enron, Parmalat had a corrupt management and a complacent board of directors, as well as complicated financial deals in offshore tax havens via big banks, which seem to have been only too willing to underwrite deals that kept a massive fraud alive for years. As at Enron, accounting and auditing deceptions enabled the fraud to continue.
At the heart of the Parmalat scandal lies a letter, purportedly from the Bank of America, in which the bank confirmed that Bonlat, a Parmalat subsidiary based in the Cayman islands, had deposits close to euro 4 billion (US $5.5 billion) with the bank. Shell operating companies around the world. Admirers say that this structure generates a need for consensus decision making, which is well suited to a firm with a 50-year planning horizon, and that while decisions may take longer to reach, broad agreement usually results in quicker and better execution. But many critics argue that the firm's governance structure is antiquated and badly designed. It has two separate boards of directors, and at group level, the group head is a chairman of a managing committee of six managing directors and he is not a command and control boss. The firm also does not have a consistent global process for measuring and categorising reserves with each business using its own approach. At rivals like British Petroleum, global processes have been the norm for the last 15 years.
In January 2004, Shell was force to reclassify a fifth of its 'proven' reserves.
Such a large reclassification is unprecedented in the history of the oil industry. Some In the mid-1990s, Shell was finding it very hard to replace the oil and gas reserves that it was pumping out of the ground. During 1997 -2001 Watts was the head of Shell's Exploration and Production (E&P) division, the firm inflated the reserves that it reported to the SEC as 'proven'. The SEC defines proven reserves as reserves that the company has firm plans to get to the market quickly.
Shell now has only 14.5 billion barrels of proved oil and gas, which represents about ten years' worth of production. In contrast, British Petroleum has 18.3 billion barrels (enough for 14 years of production), while Exxon Mobil has over 21 billion which could keep it going for a bit longer than BP. For years, Shell has been falling behind -28-its peers in reserve replacement and reporting fraudulent numbers to hide this fact. that the firm has restated data of great importance to investors. There is no accounting black hole, or misappropriation of funds. The real damage is to Shell's once stellar reputation.
Conclusions
This paper provides an analysis of the functioning of the corrupt corporation within a Galbraithian framework. The Galbraithian notion of a corporate technostructure and the forces and processes that can lead to corruption within the technostructure, and eventually the firm itself, are examined in some detail. The Galbraithian framework also provides us bounds within which to consider the larger issue of corruption, and it distinguishes our paper from previous work which is largely confined to corruption in the government sector, state bureaucracies and in public sector procurement. We distinguish between competitive neoclassical-type firms (small and medium enterprises (SMEs)) on the one hand and large and giant corporate entities on the other, and analyse the incidence and motivation for corruption within both these groups. This paper deals mainly with corruption in the corporate sector which is revealed to be greatly more complex than the case of SMEs. These differences are based on institutional and informational factors. We also employ insights from legal theory to assess ownership and the consequent implications for the well-known principal agent framework. Ownership status, the presence of multiple principals and common agency problems are examined in detail. This allows us to set out the conditions and cases where corruption can be seen to be facilitated in the presence of different types of ownership and informational patterns. The specific cases relating to informational asymmetries and the role of transaction costs are examined in detail.
We then proceed to provide a typology of corrupt practices in the corporate sector. We distinguish between three 'types' of corporations: (a) non-corrupt corporations; (b) non-corrupt companies with corrupt individuals; and (c) corrupt corporations. Type (a) companies are those emphasised in much of Galbraith's writing. In general terms such companies can be described in terms of high degrees of organisational effectiveness. We proceed to assess type (b) and type (c) corporations in detail setting out the role of organisational effectiveness, coherence and objectives combined with the creation and prevalence of incentives (including perverse incentives). Such an analysis enables us to present a simple taxonomy of corporate effectiveness based on an examination of a firm's organisational objectives in relation to its organisational coherence.
We examine links between corporate structure and the corporate technostructure explicitly. A key implication of the dominance of the technostructure is that within it the nature of individual motivation changes as a result of which compulsion and pecuniary motivation are downplayed, instead identification and power seeking become more significant. An effectively functioning corporate bureaucracy requires that compulsion and pecuniary motivation become subordinate to identification and power seeking. Effectively functioning here means effectively exploiting specialist technical and human knowledge. Dysfunctional corporate objectives that underpin corrupt practices mean that financial objectives and compulsion become dominant compared to identification and power seeking. As a result corruption implies an undermining of technostructure functioning. The conclusion is that corrupt practices are likely to have no long-run viability except in circumstances in which the corruption involves state protection.
We look at these issues more formally within the framework of Sen's paradox.
It is shown that in any organisation with minimal delegation and unrestricted preferences there are always some combination of individual preferences that can either lead to intransitivity or inefficiency in group choice. These aspects are considered within a more formal setting involving teams and the effectiveness of incentive schemes.
We examine the case of Enron, Parmalat and Royal Dutch Shell corporations as recent examples which have involved a consideration of the many issues that have been developed in the first half of this paper. These well known cases of corporate corruption have been associated with lack of transparency, inadequate disclosure of accounts, withholding of information from shareholders and regulators, collusion between banks, firm management and auditors, and spectacular financial disasters.
The role of perverse incentives and the operation of cartels and informal collusive networks have undermined the operation of firm technostructure for each of these three firms, and many of the factors and processes which led to undermining these firms are of global import and international significance.
An examination of these cases reveals to us the complexity of the legal and regulatory reform required to reduce such instances in the future, as well as the crucial role of informational, institutional and strategic factors in engendering corrupt practices and the scale of the task confronting those who are attempting systemic reform. In our future research, we intend to carry out a more formal analysis in a well defined mathematical framework, in order to analyse the role of incentives, teams and
